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INTRODUCTION

The Senate Committee on Finance has scheduled a public hear-
ing on April 5, 1995, on issues relating to “flat” tax rate proposals.
This pamphlet,! prepared by the staff of the Joint Committee on
Taxation, provides an overview of the present-law Federal income -
tax structure, background on flat tax proposals, a description of S.
488 (introduced by Senator Specter), and a discussion of issues.

Part I of the pamphlet is an overview of the present-law Federal
income tax structure. Part II provides background on the flat tax
and the choice of a tax base. Part III is a description of S. 488. Part
IV discusses certain general issues relating to proposals for a flat
tax rate, and Part V discusses technical issues in the design of a
flat tax and technical issues relating to the provisions of S. 488.
The Appendix provides tables showing the projected distribution of
certain Federal individual tax deductions for 1995.

'This pamphlet may be cited as foliows: Joint Committee on Taxation, Discussion of Issues
Relating to Flat Tax Rate Propasais (JCS-7-05), April 3, 1995. .
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I. PRESENT-LAW INCOME TAX
A. Individual Income Tax

In general

A United States citizen or resident alien generally is subject to
the U.S. individual income tax on his or her worldwide taxable in-
come.? Taxable income equals the taxpayer’s total income less cer-
tain exclusions, exemptions, and deductions. The appropriate tax
rates are then applied to a taxpayer’s taxable income to determine
his or her individual income tax liability. A taxpayer may reduce
his or her income tax liability by any applicable tax credits.

Adjusted gross income

Under the Internal Revenue Code (the “Code”), gross income
means “income from whatever source derived” except for certain
items specifically exempt or excluded by statute. Sources of income
include compensation for services, interest, dividends, capital gains,
rents, royalties, alimony and separdte maintenance payments, an-
nuities, income from life insurance and endowment contracts (other
than certain death benefits), pensions, gross profits from a trade or
business, income in respect of a decedent, and income from an S
corporation, partnership, trust or estate. Statutory exclusions from
gross income include death benefits payable under a life insurance
contract, interest on State and local bonds, employer-provided
health insurance, employer-provided pension contributions, and
certain other employer-provided fringe benefits.

"An individual's adjusted gross income (“AGI”) is determined by
subtracting certain “above-the-line” deductions from gross income.
These deductions include deductions for trade or business expenses,
capital losses, contributions to a tax-qualified retirement plan by a
self-employed individual, contributions to individual retirement ar-
rangements (“IRAs”), certain moving expenses, and alimony pay-
ments.

Taxable income

In order to determine taxable income, an individual may reduce
AGI by any personal exemptions and either the applicable standard
deduction or his or her itemized deductions. Personal exemptions
generally may be deducted for the taxpayer, his or her spouse, and
any dependents. For 1995, the amount deductible for each personal
exemption is $2,500. This amount is indexed annually for inflation.
The deduction for personal exemptions is reduced or eliminated for
taxpayers with incomes over certain thresholds.

~ 2Foreign tax crednsrgenerally are available against U.8. income tax imposed on foreign source
income to the extent of foreign income taxes paid on that income. A nonresident alien generally
is subject to the U.S. individua!l income tax only on income with a sufficient nexus to the United
States.
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A taxpayer also may reduce AGI by the amount of the applicable
standard deduction. The basic standard deduction varies depending
upon a taxpayer’s filing status. For 1995, the amount of the stand-
ard deduction is $3,900 for single individuals; $5,750 for heads of
households; $6,550 for married individuals filing jointly; and $3,275
for married individuals filing separately.-Additional standard de-
ductions are allowed with respect to any individual who is elderly
or blind.2 The amounts of the basic standard deduction and the ad-
ditional standard deductions are indexed annually for inflation.

In leu of taking the applicable standard deductions, an individ-
ual may elect to itemize deductions for certain expenses. The de-
ductions that may be itemized include State and local income
taxes, real property taxes and certain personal property taxes,
home mortgage interest, charitable contributions, certain invest-
ment interest, medical expenses (in excess of 7.5 percent of AGI),
casualty and theft losses (in excess of 10 percent o? AGI and in ex-
cess of $100 per loss), and certain miscellaneous expenses (in ex-
cess of 2 percent of AGI). The total amount of itemized deductions
allowed is subject to reduction for taxpayers with incomes over cer-
tain thresholds. .

Tax liability

To determine tax liability, a taxpayer generally must apply the
tax rate schedules (or the tax tables) to his or her taxable income.
The rate schedules are broken into several ranges of income,
known as income brackets, and the marginal tax rate increases as
a taxpayer’s income increases. Separate rate schedules apply based

on an individual’s filing status. For 1995, the individual income tax
rate schedules are as follows:
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Table 1.—Federal Individual Income Tax Rates for 1995

$128,250.

If taxable income is " Then income tax equals
Single individuals
$0-$23,350 ............... - 15 percent of taxable income.
$23,351-$56,550 ...... $3$503, glus 28% of the amount over
23,350. _
$56,551-$117,950 .... $1$?,'299,0p1us 31% of the amount over
. 56,550.
$117,951-$256,500 .. $31,833, plus 36% of* the amount over
$117,950.
Over $256,500 .......... $81,711, plus 39.6% of the amount over
. $256,500.
Heads of households
$0-$31,250 ... 15 percent of taxable income,
$31,251-$80,750 ...... $4é688, glus 28% of the amount over
~$31,250.
$80,751-$130,800 .... $1§é504%0p1us 31% of the amount over
$130,801-$256,500 .. $34,063, plus 36% of the amount over
$130,800.
Over $256,500 .......... $79,315, plus 39.6% of the amount over
$256,500, '
Married individuals filing joint returns
$0-$39,000 ............... 15 percent of taxable income.
$39,001-$94,250 ...... $5é8590’ plus 28% of the amount over
39,000.
$94,251-$143,600 .... $2$1,32géoplus 31% of the amount over
94, . .
$143,601-$256,500 .. $36,619, plus 36% of the amount over
$143,600.
Over $256,500 .......... $77,263, plus 39.6% of the amount over
$256,500.
Married individuals filing separate returns
$0-$19,500 ............... 15 percent of taxable income.
$19,501-847,125 ...... $2é925, plus 28% of the amount over
19,500. .
$47,126-$71,800 ... $1§,660, plus 31% of the amount over
47,125,
$71,801-$128,250 ... $1§,309, plus 36% of the amount over
71,800.
Over $128,250 .......... $38,631, plus 39.6% of the amount over




The individual may reduce his or her tax liability by any avail-
able tax éredits. Tax “credits are allowed for certain business ex-
penditures, certain foreign income taxes paid or accrued, certain
child care expenditures, and with respect to certain elderly or dis-
abled individuals. In addition, a refundable earned income tax
credit is available to low-income workers who satisfy certain re-
quirements.

Capital gains and losses’

In general, gain or loss reflected in the value of an asset is not
recognized for income tax purposes until a taxpayer disposes of the
asset. On the sale or exchange of capital assets, the net capital
gain generally is taxed at the same rate as ordinary income, except
that the maximum marginal rate is limited to 28 percent of the net
capital gain. Net capital gain is the excess of the net long-term cap-
ital gain for the taxable year over the net short-term capital loss
for the year. Gain or loss is treated as long-term if the asset is held
for more than one year. . B :

Capital losses generally are deductible in full against capital
gains. In addition, individual taxpayers may deduct capital losses
against up to $3,000 of ordinary income in each year. Any remain-
ing unused capital losses may be carried forward indefinitely to an-
other taxable year. _

A capital asset generally means any property except (1) inven-
tory, stock in trade, or property held primarily for sale to cus-
tomers in the ordinary course of the taxpayer’s trade or business,
(2) depreciable or real property used in the taxpayer’s trade or
business, (3) specified literary or artistic property, (4) business ac-
counts or notes receivable, and {5) certain publications of the ¥Fed-
eral Government. ‘

In addition, the net gain from the disposition of certain property
used in the taxpayer’s trade or business is treated as long-term
capital gain. Gain from the disposition of depreciable personal
property is not treated as capital gain to the extent of all previous
depreciation allowances. Gain from the disposition of depreciable
real property generally is not treated as capital gain to the extent
of the depreciation allowances in excess of the allowances that
would have been available under the straight-line method.

The Revenue Reconciliation Act of 1993 added Code section 1202,
which provides a 50-percent exclusion for gain from the sale of cer-
tain small business stock acquired at original issue and held for at
least five years. One-half of the excluded amount is a minimum tax
preference (see below).

Minimum tax

An individual is subject to an alternative minimum tax which is
payable, in addition to all other tax liabilities, to the extent that
it exceeds the taxpayer’s regular income tax owed. The tax is im-
posed at rates of 26 and 28 percent on alternative minimum tax-
able income in excess of an exemption amount.* The various credits

“The exemption amount is $45,000 in the case of joint returns and surviving spouses, $33,750
in the case of a single individual, and $22,500 in the case of a married individual who files a

Continued
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that are allowed to offset an individual’s regular tax liability gen-
erally are not allowed to offset his or her minimum tax liabi%ity.
If an individual pays the alternative minimum tax, a portion of the
amount of the tax paid may be allowed as a credit against the reg-
ular tax of the individual in future years. :

Alternative minimum taxable income is the taxpayer’s taxable
income increased by the taxpayer’s tax preferences and adjusted by
determining the tax treatment of certain items in a manner that
negates the deferral of income resulting from the regular tax treat-
ment of those items. Among the preferences and adjustments appli-
cable to the individual alternative minimum tax are accelerated de-
preciation on certain property used in a trade or business, circula-
tion expenditures, research and experimental expenditures, certain

.expenses and allowances related to oil and gas and mining explo-
ration and development, certain tax-exempt interest income, and
one half of the amount of gain excluded with respect to the sale or
disposition of certain small business stock. In addition, personal ex-
emptions, the standard deduction, and certain itemized deductions
are not allowed to reduce alternative minimum taxable income.

B. Corporate Income Tax

Taxable income

Corporations organized under the laws of any of the 50 States
(and the District of Columbia) generally are subject to the U.S. cor-
porate income tax on their taxable income.5

The taxable income of a corporation generally is comprised of .
gross income, less allowable deductions. %ross income generally is
income derived from any source, including gross profit from the
sale of goods and services to customers, rents, royalties, interest
(other than interest from certain indebtedness issued by State and
local governments), dividends, gains from the sale of business and
investment assets, and other income.

Allowable deductions include ordinary and necessary business
expenditures, such as salaries, wages, contributions to profit-shar-
ing and pension plans and other employee benefit programs, re-
pairs, bad debts, taxes {other than Federal income taxes), contribu-
tions to charitable organizations (subject to an income limitation),
advertising, interest expense, certain losses, selling expenses, and
other expenses. Expenditures that benefit future accounting peri-
ods (such as the purchase of plant and equipment) generally are
capitalized and recovered over time through depreciation, amortiza-
tion or depletion allowances. A net operating loss incurred in one
taxable year may be carried back 3 years or carried forward 15
yvears and allowed as a deduction in another taxable year. Deduc-
tions are also allowed for certain amounts despite the lack of an
underlying expenditure. For example, a deduction is allowed for all

tsﬁparl_?t.iedsreturn. The exemption amount is phased out for individuals with income above certain
resholds.

5Foreign tax credits generally are availabie against U.S. income tax imposed on foreign source
income to the extent of foreign income taxes paid on that income. A foreign corporation generaliy
iss subject to the U'S corporate income tax only on tncome with a sufficient nexus to the United

tates,

A qualified small business corporation may elect. under subchapter S of the Code, not to be
subject to the corporate income tax If an S corporation election is made, the income of the cor-
poration will flow through 1o the shareholders and be taxable directly to the shareholders.



or a portion of the amo | s received
from another corporati SEREERRIEL LG e e
The Code also specifies certain expenditures that may not be de-
ducted, such as dividends paid to shareholders, expenses associated
with earning tax-exempt income,® certain entertainment expendi-
tures, certain executive compensation in excess of $1,000,000 per
year, a portion of the interest on certain high-yield debt obligations
that resemble equity, and fines, penalties, bribes, kickbacks and il-

legal payments.
Tax liability _ _
A corporation’s regular income tax liability generally is deter-

mined by applying the following tax rate schedule to its taxable in-
come.

Table 2.—Federal Corporate Income Tax Rates

If taxable income is Then the income tax rate is
$0-$50,000 .....orerenne. oeeeeeen 15 percent of taxable income.
$50,001-875,000 ....cocvrimrniarrnnaee 25 percent of taxable income.
$75,001-$10,000,000 ......coeciineeens 34 percent of taxable income.

~ Over $10,000,000 ......ocvueeeenne A 35 percent of taxable income.

The first two graduated rates described above are phased out for
corporations witf taxable income between $100,000 and $335,000.
As a result, a corporation with taxable income between $335,000
and $10,000,000 effectively is subject to a flat tax rate of 34 per-
cent. Also, the application of the 34-percent rate is gradually

hased out for corporations with taxable income between
515,000,000 and $18,333,333 such that a corporation with taxable
income of $18,333,333 or more effectively is subject to a flat rate
of 35 percent. ' ‘ R

The maximum rate of tax on the net capital gains of a corpora-
tion is 35 percent. A cox?)oration may not deduct the amount of cap-
ital losses in excess of capital gains for any taxable year. Dis-
allowed capital losses may be carried back three years or carried
forward five years.

Like individuals, corporations may reduce their tax liability by
any applicable tax credits. Tax credits applicable'to businesses in-
clude credits for producing fuels from nonconventional sources, the
investment tax credit (applicable to investment in certain reforest-
ation, renewable energy property, and the rehabilitation of certain
real property), the alcohol fuels credit (applicable to production of
certain alcohol fuels), the research credit (applicable to the incre-
mental investment in certain research and experimental activities),
the low-income housing credit (applicable to the investment in cer-
tain low-income housing projects), the enhanced oil recovery credit
(applicable to the recovery of certain difficult-to-extract oil re-
serves), the empowerment zone employment credit (applicable to
wages paid to certain residents of empowerment zones), and the
disabled access credit (applicable to expenditures by certain small

¢ For example, the carrying costs of tax-exempt State and local obligations and the premiums
on life insurance policies are not deductible.
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businesses to make the business accessible to disabled individuals),

e credits g nerally are determined based on 3 bercentage of the
cost associated with the underlying activity and generally are sub-
Ject to certain limitations, :

Affiliated £group

Domestic corporations that are affiliated through 80 percent or
more corporate ownership may elect to fije a consolidated return ip
lieu of filing Separate returns. Corporationg filing a consolidated re-
turn generally are treated as a single corporation; thus, the losses
(and credits) of a corporation can offset the income (and thus re-
duce the otherwise applicable tax) of other affiliated corporations.

Minimum tqx

Among the preferences and adjustments applicable to the cor-
porate alternative minimum tax are accelerated depreciation op
certain property, certain €xpenses and allowances related to oil and
gas and mining exploration and development, certain amortizatjon
€xpenses related to pellution control facilities, ang certain tax-ex.
empt interest income. In addition, corporate alternative minimum
taxable income is increased by 75 percent of the amount by which

€ corporation’s “adjusted current earnings” exceeds its alter-
native minimum taxable income (determined without regard to this
adjustment), Adjusted current earnings generally are determined
with reference to the rules that apply in determining a corpora-
tion’s earnings and profits.

Treatment of corporate distributions

The taxation of a corporation generally is Separate and distinet
from the taxatiop of its shareholders, A distribution by a corpora-
tion to one of its shareholders generally is taxable as 4 dividend to
the shareholder to the extent of the corporation’s current or accu-



mulated earnings and profits.® Thus, the amount of a corporate
" dividend genetally is taxéd twice: once when the income is earned
by the corporation and again when the dividend is distributed to
the shareholder. Conversely, amounts paid as interest to the debt-
holders of a corporation generally are subject to only one level of
tax (at the recipient level} since the corporation generally is al-
lowed a deduction for the amount of interest expense paid or ac-
crued. , :

Amounts received by a shareholder in complete liquidation of a
corporation generally are treated as full payment in exchange for
the shareholder’s stock. A liquidating corporation recognizes gain
or loss on the distributed property as if such property were sold to
the distributee for its fair market value. However, if a corporation
liquidates a subsidiary corporation of which it has 80 percent or
more control, no gain or loss generally is recognized by either the
parent corporation or the subsidiary corporation.

Accumulated earnings and personal'holdir_:g company taxes

Taxes at a rate of 39.6 percent (the top marginal rate applicable
to individuals) may be imposed upon the accumulated earnings or
personal holding company income of a corporation. The accumu-
. lated earnings tax may be imposed if a corporation retains earnings
in excess of reasonable business needs. The personal holding com-
pany tax may be imposed upon the excessive passive income of a
closely held corporation. The accumulated earnings tax and the
personal holding company tax are designed to ensure that both a
corporate tax and a shareholder tax are effectively imposed on cor-
porate earnings.

# A distribution in excess of the earnings and profits of a corporation generally is a tax-free
return of capital w the shareholder to the extent of the shareholder's adjusted basis (generally,
cost) in the stock of the corporation; such distribution is & capital gain if in excess of basis. A
distribution of property other than cash generally is treated as a taxable sale of such property
by the corporation and is taken into account by the shareholder at the property's fair market
value. A distribution of stock of the corporation generally is not a taxable event to either the
corporation or the shareholder.



II. BACKGROUND ON FLéES 'II“:AX AND CHOICE OF TAX

A. Choice of Individual Tax Base: Consumption vs. Income

The flat tax label generally applies to any tax system with only
one marginal tax rate and a broad base® For example, one could
construct a flat tax out of the current individual income tax by
eliminating all but one marginal rate bracket and repealing provi-
sions that impose higher marginal rates by reducing other deduc-
tions or exclusions (e.g., the personal exemption phaseout and the
limitation on itemized deductions). While such a tax would be a flat
tax on the basis of its single rate bracket, it would still contain doz-
ens of tax expenditure provisions, including the home mortgage in-
terest deduction, the charitable contribution deduction, the deduc-
tion for State and local income taxes, the earned income tax credit,
and the dependent care credit. These special provisions (including
exclusions for certain kinds of income, tax credits and deductions,
and tax deferral provisions) were added by Congress to the tax code
over the years to provide incentives for particular kinds of activi-
ties or to provide relief to particular kinds of taxpayers.

Many of the flat tax proposals that have been developed do more
than simply apply one rate to the current individual income tax
base. In addition, they redefine the base of the tax. There are two
main approaches: a consumption base and an income base. The
gross income of a taxpayer in any year is simply the sum of the
taxpayer’s consumption and gross saving. Thus, the difference be-
tween these two bases is in the treatment of saving. An income-
based tax includes the return to saving in the tax base; a consump-
tion-based tax does not.

There are a number of equivalent ways to construct a consump-
tion base. One is to measure directly all acts of consumption by the
taxpayer. While straightforward in theory, it would be difficult in
practice, since it would require an entirely new reporting and au-
diting framework and a definition of what activities constitute tax-
able consumption.

An equivalent way to measure consumption that would build on
current practice and definitions is suggested by the fact that con-
sumption equals income minus saving. A base that includes income
from all sources and then allows deductions for saving results in
only consumption being subject to tax. Such an approach is similar
to the treatment of deductible JRAs under present law. Taxpayers
deduct contributions to qualified accounts in the year the contribu-
tions are made, but upon withdrawal include in income the entire
amount withdrawn. A consumption tax of this type would treat all

® A bracket with a marginal rate of zero could also be provided by allowing a standard deduc-
tion and personal exemptions As long as only one bracket has a marginal tax rate greater than
zero, the tax could be cailed a flat tax

(10}
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saving as if it were done in a qualified account. The effect of this.
treatment is that the taxpayer receives a tax-free return on his or
her savings. ' T '

‘The following example illustrates how the initial deduction plus
the inclusion of all proceeds results in the exemption from tax of
the return to saving. Assume that the marginal tax rate is 20 per-
cent and the tazxpayer saves $1,000 of his $25,000 income in a sav-
ings account. The $1,000 of savings gives the taxpayer a $1,000 de-
duction and thereby reduces the taxpayer’s tax liability by $200 (20
percent of $1,000). Assume that the taxpayer withdraws the sav-
ings (plus interest) one year later. If the account yielded a five per-
cent rate of return, the taxpayer withdraws $1,050. The with-
drawal is included in the tax base and is taxed at the 20-percent
rate, for an extra tax liability of $210, leaving the taxpayer with
net proceeds of $840. Notice that if the taxpayer had initially paid
the tax of $200 (tax on the $1,000 deposited in the savings account
if saving were not deductible) and invested the remaining $800 at
five percent, he also would have had net proceeds of $840 if inter-
est income is not subject to tax. The combination of a deduction for
saving and inclusion of all proceeds in the base upon withdrawal
from the qualified savings account has the same result as exempt-
ing from tax the return on saving.

A third way to implement a consumption tax is to include in the
base only earned income. Taxpayers claim no deduction for savings,
but their returns to saving, whether in the form of interest, divi-
dends, rents, royalties, or capital gains, are excluded from the base
of the tax and thus are received tax-free. In terms of the previous
example, a taxpayer initially pays tax of $200 on the $1,000 he sets
aside from current consumption. When he withdraws the $840 in
the following year (the $800 he was able to put in the account plus
-a five-percent return), none of that is included in the tax base. ’Fhis
third way to tax consumption is generally the approach used in the -
flat tax proposal of Robert E. Hagl and Alvin Rabushka,® in which
the individual portion of the tax includes only wage and salary in-
come plus pensions 11 in the tax base. .

An alternative to the consumption base is a comprehensive in-
come base. The Treasury described such a base in its study of tax
reform in the early 1980s.12 A comprehensive income base would
include income from all sources, whether labor income or returns
to saving. Capital gains would be treated the same as ordinary in-
- come. Sources of income currently excluded from tax, such as em-
})loyer-provided health insurance, would be included in the base.
tems currently given consumption-base treatment in the individ-

ual income tax would be put on an income base.
- Either a consumption base or a comprehensive income base
would represent a significant departure from the present-law indi-
vidual income tax base, which contains elements of both income

19See Robert E Hall and Alvin Rabushka, Low Tax, Simple Taxr, Flat Tax, (New York:
McGraw-Hill), 1983

!1The treatment of pensions in the Hall-Rabushka flat tax differs from the approach of no
deduction for saving and no inclusion of returns to saving. Pensions follow the principies of the
second approach to a consumption base: the contributions to the pension during the individual’s
working years are excluded from the tax base and the pension payouts are included in the base
when received. . )
v oliz ?e;lag;mem of the Treasury, Tax Reform for Fairness, Simplicity and Economic Growth,
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and consumption bases. For interest on savings accounts and divi-
dends on stocks, there is income-base treatment: inclusion of the
receipts in income. For deductible IRAs, as described above, there
is consumption-base treatment: current deduction and inclusion of
the proceeds upon withdrawal. Pension plans are generally treated
similar to deductible IRAs in that the amounts contributed are not
included in income but payouts from the plan are included in in-
come. Life insurance paid out on the death of the insured receives
consumption tax treatment of the third approach (no deduction for
saving and no inclusion of returns to saving): there is no deduction
for the premiums paid to purchase the policy, the returns to saving
accumulate in the policy without inclusion in the tax base, and the
payment of the proceeds on the death of the insured is not subject
to tax.

B. Integration of Business and Individual Taxes

Many flat tax proposals, including the Hall-Rabushka proposal
and S. 488, introduced by Senator Specter (described in Part III),
do more than just change the rates and the base of the individual
income tax. These proposals also integrate business taxation and
individual taxation through the application of a consumption tax on
all businesses at the same marginal rate as that applied to individ-
uals. Under present law, partnerships, subchapter S corporations,
and sole proprietorships are already integrated into the individual
income tax because of their passthrough treatment. For businesses
organized under subchapter C, however, a separate, generally in-
come-based, tax applies in addition to any taxation at the individ-
ual level of the returns from the business.

What makes a given business tax a consumption tax is its reli-
ance on cash-flow accounting principles to define the tax base. By
contrast, income taxes use accrual accounting principles to measure
the base.!® Cash-flow accounting principles treat real business ac-

“tivity similar to one of the approaches to constructing a consump-
tion-based individual tax: saving is deducted from the base and re-
turns to saving are included upon withdrawal.l4 In the business
context, expenses in the current period that yield revenues in fu-
ture periods are saving; those future revenues are the return to
saving.

The differences between the cash-flow accounting principles and
accrual accounting principles can be seen in the treatment of in-
ventories and durable goods purchases. For example, if a brewer
produces cases of non-alcoholic beer in a particular year that it
does not sell in that year, under an income base the cost of produc-
ing the unsold beer is capitalized and a deduction for the capital-
ized cost is not allowed until the beer is sold. Under cash-flow ac-
counting, the production costs of unsold beer are deducted in the
year of production, not in the year of sale. The addition to inven-
tory is a form of saving and a full deduction is allowed from the

13Even if the taxpayer 15 allowed to use the cash receipts and disbursements method of ac-
counting under the Code, the determinstion of depreciation still rests on a notion that acerual
principles define the base

14 The business tax analogue of the consumption-based individual tax that allows no deduction
for saving and expliaitiy ezempts from tax the returns to saving would result in ne business-
level tax
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base of a cash-flow, consumption:based tax. Similarly, if the brewer
purchases a neWw fermentation kettle that has a useful life longer
than one year, an income base will subtract from the value of the
brewer’s output only the value of the kettle that is used up during
that year. The remainder of the value of the kettle is deducted in
future years.!’® Under accrual accounting, the net income during
each year of the fermentation kettle’s useful life is the value of the
output it produces minus the decline in the value of the kettle
minus the value of other inputs used to produce the root beer.
Under cash-flow accounting, the taxpayer deducts the entire pur-
chase price of the kettle from the annual output of the business in
the year the kettle is purchased. The purchase of a durable good
is a form of saving and a full deduction is allowed from the base
of a cash-flow, consumption-based tax.

In general, consumption-based taxes allow the immediate deduc-
tion “expensing” of the cost of capital purchases. Under an income
base, businesses are allowed deductions each year for only an allo-
cable portion of the cost of capital purchases. If the deduction al-
lowed matches the decline in the value of the capital good, then the
deduction is called economic depreciation. To the extent that depre-
ciation deductions allowed under present law exceed economic de-
preciation, the current corporate income tax moves in the direction
of a consumption-based tax.16

The treatment of capital expenditures is one distinguishing fea-
ture between a consumption-based business tax and an income-
based business tax. A second is the treatment of interest expense,
which is deductible under an income-based tax as a cost of produc-
ing income. There are two options for treating interest expense
under a consumption-based tax, which correspond to two alter-
native approaches to financial cash flows under such a tax. The ap-
proach that is generally used is to account only for cash flows
based on real non-financial activity. Thus, financial receipts such
as proceeds from a stock sale or a bank loan are not inciuded in
the base and outflows such as loan repayments and payments of
interest and dividends are not subtracted from the base, The sec-
ond alternative is to account for cash flows based on both real and
financial activity. Under this approach, any receipt by the business
is included in the base and any outflow is deducted from the base.
For example, stock sale proceeds and bank loans are included in
the base and outflows for loan repayments and payments of inter-
est and dividends are subtracted from the base. =

Under either cash-flow base, a consumption-based flat tax on
businesses results in an expected tax collection of zero on the re-
turns to new, marginal capital. In a competitive market, the price
of the marginal unit of a capital good would be the expected
fresent discounted value of the flow of services provided over the
ifetime of the capital good. The business deducts that price in the

12 Because the kettle has a useful life of more than one year, the amount of the kettle that
is used up 1n a given year 18 the dechine in the value of the kettle over the course of that year.
]:;epr:ﬂalnon rules are generally used as a means to reflect this decline in value over the life
of 8 kettle

1 Under Code section 179, taxpayers other than estates, trusts or certain noncorporate lessors
may elect to expense up to $17,500 (88,750 for married individuals filing separate returns) of
quabfying capital property The $17.500 limit is reduced (but not below zero) by the amount
by which the cost of such property placed in service during the taxable year exceeds $200,000

B9-6050C - 95 - 2
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year of purchase. Assume future returns from the capital good are
equal to those expected by the taxpayer at the time of purchase.
Then, the returns the business receives from using the marginal
unit of a capital good increase its tax base in the future, but only
by as much in present value as the amount expensed at the time
of purchase. Thus, similar to the treatment under the individual
tax for deductible IRA contributions, the expensing of the cost of
a capital good is equivalent to exempting from tax the expected re-
turns generated by such good. Any net collections of the cash-flow
tax arise from returns in excess of those expected at the time of
the purchase of a marginal unit of the capital good or from
inframarginal units of capital.??

17 Inframarginal units of capital are those for which the business expects a return in excess
of the return that it could make on the next-best use of the funds. For such units of capital,
the present value of the expected returns would exceed the cost of the unit of capital. If the
actual returns match the expected returns, there will be a net collection of tax on those returns.



IIL. DESCRIPTION OF PROPOSAL (S. 488) |
A. Summary

On March 2, 1995, Senator Arlen Specter introduced S. 488, a
‘bill that would amend the Internal -Revenue Code of 1986 (the
“Code”) to impose a tax at a rate of 20 percent upon the taxable
incomes of individuals and persons engaged in business activities.
On January 4, 1995, Congressman Philip Crane introduced
H.R. 214, “The Tithe Tax in the House of Representatives. In the
103rd Congress, on January 26, 1993, Senator Jesse Helms intro-
duced S. 188, “The Tithe Tax,” and on June 16, 1994, Congressman
Richard Armey introduced HR. 4585, “The Freedom and Fairness
Restoration Act of 1994.” Each of these bills may generally be de-
scribed as flat taxes. The subsequent discussion provides a descrip-
tion of S. 488. The bill may be generally described as a consump-
tion-based flat tax. 18 _

For purposes of the bill, the taxable income of an individual
would be “taxable earned income” (generally, compensation for per-
sonal services, such as wages) less a “standard deduction.” The
standard deductmn would be the sum of a “basic standard deduc-
tion” plus the “additional standard deduction.” In addition, it is in-
tended that an individual would be allowed to deduct annually up
to $2,500 of charitable contributions and interest on up to $100,000
of principal on a home mortgage.

The taxable income of a person engaged in a business act1v1ty
would be the gross active income of the business less certain speci-
fied deductions. These specified deductions generally would include
the cost of business inputs for the business activity, compensation
expense, and the cost of tangible personal and real property used
in the activity. Thus, the bill would allow the cost of capital inputs
to be expensed in the period the inputs are acquired. The present-
law income tax requires such costs to be capitalized and recovered
over time, _

In computing its taxable income, it appears that a business gen-
erally would not be allowed to deduct interest expense. Investment
income, including interest, dividends, and gains from the sale of in-
vestment assets generally would not be includible in taxable in-
come by either individuals or businesses.

The amendments made by the bill would apply to taxable years
beginning after December 31, 1995,

A more detailed description of the bill is provided below.

" As discussed in Part Il of this pamphlet, the bill contains a flat tax because the tax would
be imposed at a single rate on taxable income. This flat tax may be described as consumption-
based because 10 determuining taxable income, returns on investment assets would be excluded
and businesses would be allowed to expense the cost of capital assets,

(19)
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B. Taxation of Individuals

The bill would amend section 1 of the Code?® to impose a tax
equal to 20 percent of the excess (if any) of: (1) the taxable earned
income received or accrued during the taxable Year over (2} the
standard deduction for the year, For this purpose, “taxable earned
income” would mean the excess (if any) of eamed income (as de-
fined in Code sec. 911(dX2)) over foreign earned income (as defined
in Code sec. 911(b)(1)).2° Present-law Code section 911(d)2) pro-
vides that “earned income” means wages, salaries, or professional
fees and other amounts received as compeénsation for personal serv-
ices actually rendered, but does not include that part of the com-
pensation derived by the taxpayer for personal services rendered by
him to a corporation that represents a distribution of earnings and
profits rather than a reasonable allowance as compensation for the
personal services actually rendered. In the case of a taxpayer en-
gaged in a trade or business in which both personal services and
capital are material income-producing factors, under regulations
prescribed by the Secretary, a reasonable allowance as compensa-
tion for the personal services rendered by the taxpayer, not in ex-
cess of 30 percent of his share of the net profits of the trade or
business, is considered earned income.,

Under the bill, the “standard deduction” would be the sum of a
“basic standard deduction” plus the “additional standard dedue-
tion.” As under present law, the amount of the basic standard de-
duction would be determined based on the individual’s filing status
as provided in Table 3 below. (For the sake of comparison, the
amounts of standard deductions allowable under present law are
also provided in the table.)

Table 3.—Comparisons of “Standard Deductions” Under S,
488 and Present Law

' 8. 488 basic Present-law
Filing status! standard de- standard de-

duction duction 2
JOINE PELUIT vt $16,500 $6,550
Surviving spouse .......coceeeveveveeveisn 16,500 6,550
Head of household .........ocoooeremrooven 14,000 5,750
Married filing separately ....o.....oooeeovovonnn. 9,500 3,275
SINEIE e 9,500 3,900

!The determination of an individual's filing status under the bill is the same as
under present law.

2The amounts shown for presentlaw standard deductions apply for calendar
year 1995, These amounts are indexed annually for inflation.

In addition, individuals that are blind or age 65 or older may increase their
standard deductions under present law. These additional deduction amounts are
not provided under the bill.

Under the bill, the “additional standard deduction” would be an
amount equal to $4,500 times the number of dependents of the tax-

1% Tinder present law, Code section 1 imposes the regular income tax upon individuals.

20 Under present law, Code section 911 provides for an exclusion of up to $70,000 of the for-
eign earned income of a qualified individual. Section 91XbX1) describes what portion of an indi-
vidual's earned 1ncome constitutes foreign earned income eligible for the exclusion.
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ayer. (Under present law, a $2,500 exemption amount is allowed
or calendar year 1995 for the taxpayer, his or her spouse, and each
dependent of the taxpayer. The exemption amounts are indexed an-
nually for inflation.) S '

For taxable years beginning after 1995, the basic standard de-
duction and the additional standard deduction amounts under the
bill would be indexed for inflation. T

The bill also would allow individuals to deduct up to $2,500
{$1,250 in the case of a married individual filing a separate return)
annually for charitable contributions.?! In addition, the bill would
make certain changes to the present-law rules regarding charitable
contributions. First, deductions for contributions of property other
than cash or its equivalent would not be allowed. Second, the ad-
justed gross income limitations of present law would not apply.22

The bill also would allow individuals to deduct “qualified resi-
dence interest.” For this purpose, “qualified residence interest”
means any interest that is paid or accrued during the taxable year
on acquisition indebtedness with respect to a qualified residence
{as determined under present law).23 Under the bill, the aggregate
amount that may be treated as acquisition indebtedness for any pe-
riod may not exceed $100,000 ($50,000 in the case of a married in-
dividual filing a separate return).

C. Taxation of Business Activities

The bill would amend section 11 of the Code24 to impose a tax
equal to 20 percent of the business taxable income of a person en-
gaged in a business activity. The tax would be imposed on the per-
son engaged in a business activity, whether such person is an indi-
vidual, partnership, corporation, or otherwise. For this purpose,
“taxable business income” would mean gross active income reduced
by specified deductions. “Gross active income” would mean gross in-
come other than investment income.

The bill would allow deductions for (1) the cost of business inputs
for the business activity, (2) the compensation (including contribu-
tions to qualified retirement plans but not including other fringe
benefits) paid for employees performing services in such activity,
and (3) the cost of tangible personal and real property used in such
activity. For this purpose, “the cost of business inputs” would mean
(1} the actual amount paid for goods, services, and materials,
whether or not resold during the taxable year, (2) the fair market

21Under present law, individuals are allowed to deduct the greater of their standard deduc-
tion or their itemized deductions (including charitable contributions and mortgage interest), The
bill appears to allow individuals to deduct charitable contributions and mortgage interest in ad-
dition to. rather than in lieu of, the standard deduction. :

22 Jnder present law, an individual generally may not deduct as a charitable contribution an
amigugéfreawr than 50 percent (30 percent in the case of certain contributions) of the individ-
uatl's

23Under present taw, "acquisition indebtedness” means any indebtedness that is incurred in
acquiring. construcung. or substantially improving any qualified residence of the taxpayer and
is secured by the residence. Acquisition indebtedness also includes indebtedness securec‘v by the
residence resulting from the refinancing of qualified acquisition indebtedness. The aggregate
amount of acquisition indebtedness that may be taken into account for any period under present
law may not exceed $1,000.000 ($500,000 in the case of a married individuai filing a separate
return ¢ For this purpose. “qualified residence” means the principal residence of the taxpayer
1as defined under sec. 1034) and one other residence selected by the taxpayer and used by the
taxpayer as a residence

24Under present law, secuon 11 of the Code imposes the regular income tax upon corpora-
tions.
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value of business inputs brought into the United States, and (3) the
actual cost, if reasonable, of travel and entertainment expenses for
business purposes. Business inputs would not include purchases of
goods or services provided to employees or owners.

If a taxpayer’s aggregate deductions for any taxable year exceed
its gross active income for the year, the amount of deductions al-
lowed for the succeeding taxable year would be increased by the
sum of (1) the excess, plus (2) the product of the excess and the
three-month Treasury rate for the last month of the taxable year.



IV. DISCUSSION OF GENERAL ISSUES RELATING TO
FLAT TAXES
A. Simplification _

At its most elementary level, a flat tax eliminates multiple tax
rate brackets or different tax rates for different types of income.25
For many taxpayers, multiple tax rate brackets create no complica-
tions under present law. Those taxpayers determine their tax Ii-
ability by reference to a published table included in the instruc-
tions to Form 1040, prepared by the Internal Revenue Service.
Some taxpayers, however, are subject to multiple tax rates. For ex-
ample, taxpayers with income from realized capital gains may
apply a maximum 28-percent tax rate on such gain income even if
their other income is taxed at higher marginal tax rates. Still other
taxpayvers must calculate their tax liability under both the regular
tax and the alternative minimum tax. A single marginal tax rate
would reduce complexity and computations for such taxpayers.
However, gains in simplicity and reduced calculations could be
achieved even under multiple tax rate bracket regimes. For exam-
ple, income from realized capital gains could be taxed as ordinary
income or entirely exempt from tax, and the alternative minimum
tax could be repealed.

Some of the benefits of simplicity attributed to flat rate taxes
arise from proposed changes in what sources of income are in-
cluded in the tax base rather than from replacement of a multiple
tax rate system with a single tax rate. Consider a taxpayer who
. holds Federal bonds and State bonds, Under present law, the inter-
est earned on Federal bonds is fully taxable while the interest
earned on certain State bonds is tax-exempt and the interest
earned on certain other State bonds is taxable under the alter-
native minimum tax. The taxpayer must maintain records distin-
guishing the different sources of interest income and report it ap-
propriately at various points on his Federal income tax return. The
complexity in this situation arises from the manner in which
present law includes different sources of nonwage income in the tax
base. Consumption-based flat tax proposals would achieve simplic-
ity in this area by excluding all interest income from the tax base.
Some income-based flat tax proposals would achieve simplicity in
this area by including all interest income, regardiess of source, in
the tax base. In either case, it is the modification of the tax base
rather than the marginal tax rate structure that provides the sim-
plification. -

At the level of the individual tax filer, advocates of flat taxes sug-
gest that further significant simplicity can be achieved by eliminat-
ing all current itemized deductions, thereby broadening the tax

- #5The term “income” will be used 1n this discussion, but the discussion is not limited to in-
come-based taxes.

(19)
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base. The elimination of itemization as an option would free many
taxpayers from certain recordkeeping and filing Schedule A to
Form 1040 as required of itemizers under present law. The Appen-
dix containg tables that report projections by the staff of the Joint
Committee on Taxation (“JCT staff”) of the extent of use of item-
ized deductions for the various types of deductions available for
1995.26 The JCT staff projects that, in 1995, approximately 34 mil-
lion returns out of 107 million returns will be filed in which the
taxpayer chooses to itemize. The most common deductions claimed
by itemizers are the deduction for contributions to charitable orga-
nizations (30.5 million returns), the deduction for real property
taxes paid (29.9 million returns), the deduction for mortgage inter-
est paid (28.1 million returns), the deduction for State and local in-
come taxes paid (27.8 million returns), and the deduction for other
State and local taxes paid (17.1 million returns). Excepting the de-
duction for charitable contributions, the recordkeeping burden im-
posed by the most common deductions probably is modest for most
taxpayers. Mortgage lenders regularly report the interest paid and
remaining balance due to borrowers as a part of their normal busi-
ness practice. Similarly, income and property taxes2? paid gen-
erally are easily documented. Medical expenses, miscellaneous ex-
penses, investment interest expense, and moving expenses, as well
as charitable contributions, generally involve more recordkeeping,
but with the exception of the.charitable deduction, these meore
time-consuming, recordkeeping-intensive deductions are claimed by
fewer than 8.5 million taxpayers out of 107 million taxpayers filing
individual returns. Looked at from another perspective, 21.1 mil-
lion taxpayers claim one or more of the deductions for mortgage in-
terest, State and local taxes of all types and charitable deductions
and no other deductions. Much of the simplification inherent in the
modest use of other deductions is a resuit of the Tax Reform Act
of 1986. That Act eliminated the deduction for sales taxes, which
. could entail extensive recordkeeping, and created or increased
floors on eligible medical expenses, casualty losses, and miscellane-
ous deductions. '

Many complications of present law relate to the definition of the
tax base, rather than the calculation of the tax liability itself. For
example, the inclusion of realized capital gain in income and the
limitation on the extent to which capital losses can be offset
against other income have led to numerous disputes about the
characterization of gain or loss as capital or ordinary. Providing a
flat rate and retaining the current rules would not change the na-
ture of many such disputes. At the business level, under present
law, many large subchapter C corporations effectively are subject
to a flat 85-percent tax rate, but tax filing still proves to be a com-
plex endeavor. Under a flat income-based tax, determinations
would still have to be made about which assets are depreciable and
under what method or would qualify for expensing, the basis in as-

28The projections are of taxpayers who file returns claiming either itemized deductions or the
standard deduction. Non-filers and dependent returns are not included in the projections. The
Appendix also reports projerts for deductions from income claimed for moving expenses, which
under present law 15 an above the hine exclusion.
There 1s some taxpayer confusion regarding the deductibility of user fees imposed by local
governments. particularly when such user fees are coliected concomitantly with regular property
taxes.
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sets, the extent to which interest on debt is deductible, which em-
ployee benefits are qualifying’ xémpt benefits as opposed to
taxable compensation, and other issues that lead to administrative
and computational complexity. While broadening the tax base, .
whether income or consumption, may eliminate some of the present -
complexities, it may create new complexities. For example, if all
employee compensation were to be taxed as income to the em-
ployee, employers would have to determine the value to employees
of employer-provided benefits for which no such determinations are
now required. :

Choosing a consumption base for a flat tax also might eliminate
many of the areas of complexity of present law. However, defining
the new tax base may lead to complexities of its own. Much confu-
sion might arise merely from the choice of 2 new tax base for which
past practice and case law provide no guidance. The taxation of fi-
nancial institutions may be particularly complex under a consump-
* tion-based tax. For example, for some financial services the pro-
vider charges an ‘explicit fee, but for others consumers pay an im-
plicit fee in the form of reduced earnings on deposits. Treating such _
pricing practices neutrally may involve substantial complexity.

Additionally, some advocates of a consumption-based flat tax
. argue that filing requirements can be significantly simplified under
a flat tax.2®8 However, many proposals merely move certain tax fil-
ings that now occur as part of the individual return to business fil-
ings that will require their own separate return. For example, sole
proprietors and farmers would be required to file as businesses and
also file as individuals for any wages they pay themselves.” Simi-
larly, owners of partnerships, subchapter S corporations, and other
passthrough entities would still have to file tax returns as busi-
nesses. .

Simplicity is only one of several policy goals when creating tax
policy. Some of what is viewed as complication under present law
is the result of Congressional decisions to pursue other policy goals.
For example, the research and experimentation tax credit was en-
acted to spur increased research efforts by taxpayers. In such a
case, simplicity is traded off against economic policy. Also, man
States impose an income tax. Simplification may be diluted if these
States do not adjust their tax bases accordingly.

B. Economic Efficiency
Overview

Any tax imposed on economic decisions of taxpayers, be it on the
decision to work, the decision to save, or the decision to consume,
will create nonneutralities and distort taxpayer behavior. A tax
system that taxes different individuals or different sources of in-
come at different tax rates is not neutral between individuals or be-
tween sources of income. Such nonneutralities can distort taxpayer
behavior. Such distortions can reduce taxpayer welfare and dimin-
ish the performance of the economy. In general, the higher the
marginal tax rates, the greater the reductions in taxpayer welfare
and economic performance. In addition, nonneutralities may induce

2 Hall and Rabushka, Low Tax, Simple Tax, Flat Tor.
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taxpayers to engage in activities that, while they offer a positive
private return, produce no net return to the economy. One helpful
way to characterize nonneutralities is to classify them as
“intratemporal” (nonneutralities that arise within the current year)
or “intertemporal” (nonneutralities that arise across different
years).

Intratemporal nonneutrality

The present Federal income tax imposes different tax rates on
different individuals. Taxing different individuals at different mar-
ginal tax rates creates opportunities for bracket arbitrage and cli-
entele effects. For example, if a taxpayer’s receipts and expenses
may be realized with some discretion (as is the case with taxpayers
using the cash receipts and disbursements method of accounting),
it is advantageous to recognize income when his marginal tax rate
would otherwise be low and pay expenses when his marginal tax
rate would otherwise be high. Such bracket arbitrage is profitable
for the taxpayer, but may require the use of his time or resources
from which the economy as a whole receives no benefit. Also, the
delay or acceleration of economic activity merely to affect a tax-
payer's tax liability may create inefficiencies in the market. A sin-
gle marginal tax rate generally reduces the potential for private
profit from bracket arbitrage and may free the taxpayer’s time and
resources for other endeavors.

Clientele effects represent a different sort of bracket arbitrage.
With different taxpayers facing different tax rates it may be advan-
tageous for one group of taxpayers, a “clientele,” to hold one type
of asset and another group of taxpayers to hold another type of
asset. For example, because interest is deductible it is cheaper for
a high-tax bracket taxpayer to borrow than for a low-tax bracket
taxpayer.2® Thus, high-tax bracket taxpayers might be more likely
to borrow, and to borrow from low- or zero-bracket taxpayers. This
nonneutrality could distort credit markets by effectively charging
different interest rates to different taxpayers, depending upon a
factor that has nothing to do with the taxpayer’s creditworthiness.

Tax clienteles also may result in reduced tax collections. If re-
duced tax collections lead to higher overall tax rates, all existing
nonneutralities may be magnified. Under the present income tax,
interest income is taxable and corporations may deduct interest ex-
pense. If all taxpayers faced the same tax rate, the aggregate tax
collected from interest income recognized from corporate interest
payments would be offset by corporate interest deductions.?® How-
ever, if taxpayers in tax rate brackets lower than that of corpora-
tions hold the debt, the government on net collects less in tax from
interest income than it forgoes in interest deductions. Having only
one marginal tax rate would mitigate these clientele effects. How-
ever, to the extent that some taxpayers remain not subject to tax,
potential clientele effects may continue to exist.

2 The afier-tax interest cost when the interest rate is r is r{1-t), where t is the taxpayer's
marmnal tax rate The greater the value of ¢, the lower the after-tax interest cost.

3 Thig discussion ignores certarn other provisions of the income tax. For example, denial of
net operating losses in excest of other income and the denial of a portion of the interest paid
on certain high-vield debt obligations may limit the ability of a corporation to deduct interest
expense 1n the current year
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The present Federal income tax also imposes different effective.
‘tax rates on different sources of income. For example, income from

investments in corporate equity generally are subject to a cor-
porate-level tax when earned and to individual-level tax when the
income is distributed to individuals. Interest from certain State
and local securities is exempt from tax. Such nonneutralities may
distort investor decisions, thereby reducing the efficiency of the
capital market in allocating capital to its most highly valued uses.

Similarly, certain forms of employee compensation, such as em-

. ployer-provided health benefits, are not taxed. Some economists
suggest that the exclusion of certain health benefits from taxable
employee compensation leads employees to consume more health
care and less of other goods than they otherwise would.?! Tax-
. payers may also arrange their affairs to increase tax-preferred
sources of income, leading to an erosion of the tax base. For exam-
ple, employees might negotiate for a larger proportion of their in-
come to be paid in the form of nontaxed fringe benefits. Erosion of
the tax base could necessitate higher rates of tax and higher rates
of tax exacerbate existing economic distortions.

A flat tax would not necessarily eliminate all such distortions. As
the preceding discussion suggests, distortions arise both from the
breadth of the tax base and the rate of tax applied to different
‘parts of the tax base. Providing one rate of tax does not eliminate
distortions to the extent that some items remain outside the tax
base. As taxpayers’ leisure time always is untaxed, higher tax rates
under either an income-based tax or a consumption-based tax could
distort taxpayers’' choices between work and leisure.

Intertemporal nonneutrality

One criticism of any income tax, whether a flat tax or not, is that
it is not neutral between present and future consumption. If a tax-
payer earns wage income today and uses his wage income to
consume today, the tax he pays relative to that consumption is
equal to the tax on his wages. If the taxpayer earns wage income
today and saves it to consume tomorrow, the tax he pays relative
to that future consumption is equal to the tax on his wage income
plus the tax owed on any interest earned by his saving. The total
tax is greater if the consumption is deferred.3? The potential distor-
tion in favor of present, rather than future, consumption may be
“important because it may give the taxpayer a disincentive to save,
and saving is necessary for economic growth. '
_ Economists disagree whether, in fact, an income tax does dis-
courage saving. At issue is the extent to which taxpayers change
their saving in response to the net, after-tax return to their saving.
Some studies have argued that one should expect substantial in-
creases in saving from increases in the net return.®3 QOther studies
have argued that large behavioral response to changes in the after-

313ee the discussion 1n Joint Committee on Taxation, Description and Analysis of Title VII
o&fg’.ﬁR 3600, 8. 1757, and 5. 1775 (Health Security Act) (JCS-20-93), December 20, 1893, pp.
4

32To be more precige, the present value of the tax paid is greater if some of the wage income
is saved and the earnings from that saving subsequently are taxed as income,

3 Lawrence H. Summers, “Capital Taxation and Accumulation in a Life Cycle Growth Model,”
American Economic Review. 71, September 1981, ) .
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tax rate of return need not occur.3* Empirical investigation of the
responsiveness of personal saving to the taxation of investment
earnings provides no conclusive results. Some find personal saving
responds strongly to increases in the net return to saving,3% while
others find little or a negative response.36

C. Tax Equity

Equal treatment of equals

The present income tax may effectively impose different total tax
liabilities on taxpayers who otherwise have the same economic in-
come if they have different sources of income or types of expenses.
In addition to whatever economic distortions these nonneutralities
might create, some view this outcome as unfair. The principle of a
flat tax is to apply the same rate of tax to all similarly situated
individuals. However, it is sometimes difficult to determine when
two individuals are similarly situated. For example, people dis-
agree over whether two taxpayers are similarly situated if they
have the same income but different medical expenses, or different
work-related expenses, or different dietary expenses, or whether
they rent or own their home. These are disagreements about the
tax base. Any noncomprehensive tax base potentially imposes dif-
ferent tax liabilities on_any two taxpayers—who some might con-
sider to be similarly situated. So too, a comprehensive tax base
might impose different tax liabilities on any two taxpayers who—
some might consider to be similarly situated, if, for example, one
believes that medical expenses reduce the taxpayer’s ability to pay.

Progressivity

When discussing tax rates, analysts distinguish “average tax
rates” from “marginal tax rates.” An average income tax rate is the
taxpayer’s total income tax liability divided by his total income. A
marginal income tax rate is the rate of tax imposed on an addi-
tional, or marginal, dollar of income earned by the taxpayer. Statu-
tory tax rates in the Code are marginal tax rates. A tax is “progres-
sive” if the average tax rate rises as the tax base rises. The present
Federal individual income tax is a progressive tax. Flat taxes also
are progressive taxes because they exempt some initial level of in-
come or consumption from taxation. If a tax exempts an initial
level of income or consumption from taxation, it does not require

“increasing marginal tax rates in order to be progressive.37 For ex-
ample, if a flat income tax exempted the first $20,000 of income
from tax and imposed a marginal tax rate of 20 percent on all in-
come over $20,000, the average tax rate would rise from zero at an
income of $20.000, to 6.7 percent at an income of $30,000, to 14.7

24David A Starrett. “Effects of Taxes on Saving,” in Henry J. Aaron, Harvey alper, and Jo-
seph A Pechman reds .. Uneasv Compromise: Problems of @ Hvbrid Income-Consumption Tax,
«Washington. D ¢ Hrookings Institution), 1988.

“M:c?ael Boskin “Taxation, Saving, and the Rate of Interest,” Jourral of Political Economy,
86, April 1978

> George von Furstenberg, “Saving,” in Henry Aaron and Joseph Pechman (eds.), How Taxes
Aftect Economeu Benarior, «(Washington, D.C.: Brookings Institution), 1981,

3 Mathemaucally 1f the marpinal tax rate is greater than the average tax rate, the average
tax rate ineredsss A< INcome increases. A tax that exempts an initial level of income or consump-
ton commences with an average tax rate of zero. Hence, any positive marginal tax rate will
cause the average tax rate to increase as income increases.
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ercent at an income of $75,000, to 19.6 percent at an income of
51 million.38 g e e b e il
The tax liability imposed under a flat tax can be represented by
a straight line whose slope is the marginal tax rate. For each addi-
tional dollar of income3° earned, the taxpayer’s tax liability in-
creases at the marginal tax rate. The present-law income tax is
better described by a curve. The taxpayer’'s tax liability first in-
creases at the 15-percent marginal tax rate, then increases more
steeply at the 28-percent marginal tax rate, and ultimately in-
creases more steeply at the 39.6-percent marginal tax rate.4? Fig-
ure 1 illustrates this difference. The curving line labelled “Grad-
uated Rates” in the figure is modelled on the present-law individ-
ual income tax. It assumes a joint filing status claiming four per-
sonal exemptions and the standard deduction ($2,500 personal ex-
emption and $6,550 standard deduction for 1995). It assumes all
income is taxable at the ordinary income tax rates of 15, 28, 31,
36, and 39.6 percent. For simplicity, it ignores the earned income
tax credit, other tax credits, and the phaseout of personal exemp-
tions. The line labelled “Flat Rate” assumes that all income beyond
a $20,000 exemption is taxed at a flat marginal tax rate of 20 per-
cent.

35In general, the average tax rate under the hypothetical flat income tax described in the text
would be zerc for incomes of 320,000 or less and [{.2KY - 20,000)//Y, where Y is income, for in-
comes in excess of $20,000 The average tax rate always increases as income (Y) increases.

3 The term “income” will be used here to descnbe the tax base, whether the tax is an income-
base tax or a consumption-base tax

4 This discussion ignores preferences for certain types of income under present law, such as
income from realized gains
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The difference in the pattern of liability under a.tax system with
increasing marginal tax rates and a tax system with one marginal
tax rate can thus be thought of in terms of how well a straight line
approximates a curve. A straight line, of course, can never exactly
match a curve. The flatter the curve, the more closely a straight
line can approximate a curve, The more convex its curve, the less
well a straight line serves as an approximation. In general, the
substitution of a flat tax system (one ma.r%in_a.l tax rate) would be
expected to substantially alter the tax liabilities of many taxpayers
compared to their liability under a tax system with increasing mar-
ginal rates.

The preceding discussion has implicitly assumed that the tax
base is unchanged while the marginal tax rate structure is altered.
However, if the tax base is changed at the same time the rate
structure is altered, it is not possible to make a general statement
about how tax liability would change. For example, a flat tax might
lower the marginal tax rate and total tax liability on higher-income
taxpayers. If, however, the tax base were broadened to include in-
terest from State and local bonds, and if higher-income taxpayers
held substantial stocks of those bonds, then the tax liabilities of
high?_rﬂncome taxpayers might increase even as their marginal tax
rate fell.

Simple calculations of taxes paid may not show who truly bene-
fits or who is harmed by fundamental tax restructuring. Tﬁe bur-
den of taxation often is not well represented by a tabulation of who
pays the tax. For example, the statutory incidence of Federal alco-
holic beverage excise taxes is on the producers of such beverages,
but most analysts believe that consumers bear the burden of such
taxes in the form of higher prices for alcoholic beverages. Similarly,
analysts debate who bears the burden of the current corporate in-
come tax. Assigning the collection of a new tax at the corporate
level or at the individual level in a way to approximate the tax re-
mitted by individuals and corporations under present law does not
mean that burden of taxation has been distributed across tax-
payers in the same manner as present law.

D. Transition Issues

If a comprehensive tax reform proposal were enacted and made
effective overnight, taxpayers would experience pronounced swings
in after-tax income, wealth, and cash flow. Contracts and invest-
ments that were profitable under the old tax rules could be ren-
dered unprofitable under new tax rules. Taxpayers who made tax-
preferred investments under the old tax rules would experience an
abrupt decline in their current after-tax income and in wealth—
the capitalized value of future income. For example, taxpayers who
had purchased tax-exempt State and iocal bonds would find those
bonds’ value sharply reduced if the interest from such investments
suddenly became subject to tax. Other taxpayers might experience
increases in their current after-tax income and wealth. These
changes in taxpayer wealth might be regarded as inequitable, par-
ticularly when some such changes would result from investments
that Congress had encouraged through tax preferences in order to
achieve certain social or economic policy objectives. Sudden changes
in taxpayers’ incomes also may create a perception of inequity be-
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cause taxpayers may find it difficult to adjust their spending pat-
terns to sudden changes in their after-tax incomes. ]E\?en a more
gradual phase in of a new tax may be expected to lead to substan-
tial revaluation of those assets that lose their tax preference. Tran-
sition to a new tax system may cause substantial uncertainty
among taxpayers. Also, the government and taxpayers might incur
substantial expense in adjusting to a new tax system.

iy
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V. DISCUSSION OF TECHNICAL ISSUES IN THE DESIGN

OF A FLAT TAX AND S. 488

A. In General

It appears that the intent of S. 488 is to replace the present-law
corporate and individual income taxes with a flat tax.4l As with
any proposal to institute a new tax regime, a detailed, section-by-
section analysis of present law should be undertaken in order to
determine which current provisions are compatible with the pro-
posal (and should be retained) and which are not compatible (and
should be repealed). However, as drafted, S. 488 simply amends
present-law Code sections 1, 11, 63, 163, and 170 and leaves it un-
clear whether and to what externt other present-law sections are to
apply. For example, the bill does not repeal such present-law provi-
sions as the alternative minimum taxes on individuals and corpora-
tions, the personal holding company tax, and the accumulated
earnings tax; although it appears that it is intended that these pro-
visions should be repealed. Likewise, the various present-law in-
come tax credits are not repealed under the bill. . _

Although the following discussion uses S. 488 as a frame of ref-
erence, it is not intended to be limited to an analysis of the compat-
ibility of the entire present-law Interna! Revenue Code with this
particular bill or any other similar proposal. Rather, this discussion
will highlight certain issues that should be considered in the devel-
- opment of any alternative tax system. These issues primarily in-
volve: (1) who are taxable persons, (2) what are taxable trans-
© actions, (3) what is gross income subject to tax, (4) what are allow-
able deductions that may offset such gross income, (5) the inter-
national aspects of the tax, and (6) what transition should be pro-
vided from the present-law tax regime to the proposed system.
Some of these issues are discussed specifically below.

B. Taxation of Individuals

The bill imposes tax on the earned income of individuals. For

. this purpose, earned income is determined under Code section 911.
As described above, section 911 provides a general definition of
earned income that would tend to cover most of the income earned

by individuals. However, section 911 applies only to a limited num-

ber of taxpayers under present law, so it is not clear that it pro-
vides the appropriate model for purposes of defining “earned in-
come” in all cases. In addition, certain other issues exist, including
the treatment of contributions and distributions from tax qualified
retirement plans and the coordination between the individual tax
and the business activities tax. ' '

41 See, statement of Senator r accompanying the introduction of S. 488, contained in‘the
Congressional Record, Yol. 141, No. 39 (104th Ceng., 1st Sess.), March 2, 1995, p. 3416.

(29)
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Tax qualified retirement plans

Under present law, a plan of deferred compensation that meets
the qualification standards of the Code (a “qualified plan”) is ac-
corded favorable tax treatment. Employees do not include qualified
plan benefits in gross income until the benefits are distributed even

based solely on the contributions (and earnings thereon) allocated
to separate accounts maintained for each plan participant. '

The treatment of qualified plan benefits under the individual tax
of the bill is unclear. If the objective is to treat such benefits the

from tax under the bill), Eliminating the present-law special {ax
treatment for qualified plans could achieve some simplification, be-
cause the qualification rules could be repealed. However, there
would also be some administrative problems’ involved in taxing
benefits currently. For example, in the case of defined benefit
plans, no account is maintained for each participant. Rather, em-
ployees accrue benefits under the plan each year based on the for-
mula set forth in the plan. If acerued benefits are taxed currently,
employers would be required to determine and report the amount
of benefits to plan participants so they could include the amount
in income. ' .

Under both defined benefit plans and defined contribution plans,
issues arise as to the timing of any income inclusion. Plan partici-
pants generally do not have an absolute ri ht to plan benefits at
any time. Rather, benefits vest over a periog of time. Taxing bene-

be applied to avoid this result 42

Favorable tax treatment ig provided for qualified plans under
present law in order to encourage employers to provide retirement
income for their employees, particularly rank-and-file employees.
Arguably, such incentives would not be as necessary under a tax

policy issues. Such rules are designed to provide some benefit secu-
rity. For example, defined benefit plan benefits are guaranteed.
This security could be undermined if the employer retirement plan
system is replaced completely with individual savings.

“2in some cases, taxing benefits when earned may result in a greater income inclusion than
if benefits are taxed when received, For example, in a defined benefit plan, actual benefits re-
ceived may vary depending on the form of benefit chosen. If a defined benefit plan terminates
without sufficient assets, then rplan participants may receive iess benefits than they have earned
under the pian. In the case of defined contribution plans, the amount of contributions may be
reduced by investment losses in the account.




Different rules for defined benefit _,pla.ns and defined contribution
plans may be necessary to ensure that one type of plan does not
receive more favorable tax treatment than anothe

Coordination between the individual tax and

d the business
activities tax

Under the bill, self-employment income (i.e., income from sole
proprietorships, general partnerships, etc.) appears to be subject to
the individual portion of the flat tax. Such income would also ap-
pear to be subject to the business activities tax as well. Because it
appears that this double tax result was not intended, some coordi-
nation between the individual and business activities taxes of the
bill are needed. Other flat tax proposals would address this issue
by allowing a business a compensation deduction and only taxing
wages at the individual level.43 In such a system, income is either
taxed as business income (determined after a compensation deduc-
tion) under the business activities tax or as compensation under
the individual tax. In that way, income is taxed only once at the
same flat rate (although all or a portion of the compensation sub-

‘ject to tax at the individual level may be offset by whatever stand-
ard deductions or exemptions that are so provided.)

Another issue regarding the coordination between the individual
tax and the business activities tax with respect to compensation in-
volves the coordination between the deductibility of compensation
at the business level and the inclusion of such compensation at the
%)mliividual level. This issue is discussed in detail in Part V.C.

elow.

C. Taxation of Business Activities
Taxable persons and activities

The bill imposes tax on “every person engaged in a business ac-
tivity.” For this purpose, “business activity” is not defined. Thus,
it is not clear whether the tax applies to activities that may be
classified as “hobbies” under present law or to casual activities
such as garage or yard sales, sales of used automobiles by consum-
ers, or sales of personal residences by occupants. Likewise, it is un-
clear whether all the activities of tax-exempt entities such as sec-
tion 501(cX3) entities are subject to the tax or whether such enti-
ties would be subject to tax under the present-law rules applicable
to unrelated business income. A similar analysis could be applied
to government agencies that provide services (e.g., municipal-
owned utility systems). ' .

Moreover, the jurisdictional scope of the tax is not defined. For
example, it is unclear whether the tax applies only to business ac-
tivity conducted in the United States, whether or not by a U.S. per-
son (however defined) or to any business activity conducted by a
U.S. person, whether such activity occurs in the United States or
abroad. If the tax applies to activity conducted abroad, it is unclear
whether present-law foreign tax credits are allowable.

Transactions that generate taxable gross receipts are not defined.
The present-law income tax contains various provisions that allow

43 Gee, for example, Hall and Rubushka, Low Tax. S:mplé Tazx, Flat Tax.
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nonrecognition treatment for certain transactions. For example,
certain like-kind exchanges of property and corporate mergers and
reorganizations are not subject to Federal income tax. The treat-
ment of these and similar transactions should be addressed in de-
signing a broad-based flat tax.

Gross active income

Under the bill (as well as under most consumption-based taxes),
“gross active income” means gross income other than investment
income. It is unclear whether “gross income” is defined as it is
under the present Jaw income tax (i.e., income from whatever
source derived) or whether it has a different meaning. Further, “in-
vestment income” is not defined. Generally, investment income is
often thought to be income from passive assets held by the tax-
payer, such as interest income, dividends, rents, royalties, and cap-
ital gains. However, income that may be investment income to one
type of taxpayer may be active trade or business income of another.
For example, interest income on a Treasury bond may be invest-
ment income for a manufacturer, but may be active income for a
bank)(see the discussion below with respect to financial institu-
tions).

In addition, it is unclear whether the sale of property used in a
trade or business {other than inventory) is subject to the tax. For
example, assume a corporation operates a business through a whol-
ly-owned subsidiary. If the corporation desires to dispose of the
business, it could sell either the stock or the assets of the subsidi-
ary. Under the bill, it is unclear whether the sale of the assets
would be subject to the tax (because the sale of the assets give rise
to gross income), but the sale of stock would not (because the re-
sulting gain constitutes investment income).

Deductions

The bill allows deducticns for “business inputs,” compensation
paid to employees, and the cost of tangible personal and real prop-
erty used in a business activity. The bill does not allow deductions
for fringe benefits, but does not provide a definition of when such
a benefit expressly constitutes compensation. The deduction for
compensation under the business activities tax could be coordi-
nated with the inclusion of earned income under the individual tax.
That is, a business would be allowed to deduct only those items of
compensation that its employees are required to include in their in-
comes. In addition, a business would not be allowed to deduct those
items of compensation that are not includible in the gross incomes
employees. Under such a system, potentially all compensation
would be includible in income, at some level, exactly once.4* How-
ever, certain compensation could escape taxation. For example, if
an entity not subject to tax (say, the Federal Government} supplies
a form of compensation not includible in the gross income of its em-

“4 Under the present-law income tax, some items of compensation are not subject to tax while
other 1tems are subject to two levels of tax. For example, the cost of employer-provided health
care 15 not inciudible in the income of an employee gut is deductible by the employver. Con-
- wversely. in the case of a publicty-held corporetion, no deduction is allowed for that portion of
annual employee remuneration in excess of $1,000,000 with respect to certain of its executives,
even though the executives are required to include the fuil amount of the remuneration in gross
income :
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. ployees (say, employer:provided parking), such compensation would

. escape taxation because the denial of the deduction has no effect

on the tax-exempt entity.
Expensing of the cost of property

It appears that under the bill the cost of intangibles acquired for
. use in a business activity is not deductible, while the cost of tan-
‘gible assets is deductible. This raises certain issues, First, it is
sometimes unclesr whether certain property constitutes tangible or
intangible propecty. For example, computer software has both tan-
gible qualities (the physical diskette), and intangible qualities (the
information contained therein). Second, it is unclear why deduc-
tions for the cost of intangible propérty should be disaliowed. As-
sets such as copyrights, distribution rights, formulas, patents, fran-.
chise rights, contract rights, trademarks, and trade names are rou-
tinely sold by one business to another. It would seem unfair that

the seller includes gross receipts from the sale of the intangible as-

sets in gross income but the buyer is not allowed to deduct the cost
of acquiring these assets. This treatment also would create a bias
against purchased intangible property where the cost of self-pro-
duced intangible property is effectively expensed.

Under the bill, the cost of acquiring land is deductible. This
raises certain issues. First, under the present-law income tax, the
cost of land is neither deductible nor amortizable because land is
not a wasting asset. Second, the bill does not tax investment in-
come. Thus, without further guidance, taxpayers would be required
to classify assets as either investment or business assets. Land,
particularly undeveloped land, may be used in a business or held
as an investment. If a taxpayer acquired land and thought it would
not appreciate greatly in value, it might classify the land as a busi-
ness asset in order to deduct its cost. On the other hand, if the.
business thought the land would greatly appreciate, it would clas-
sifiy. the land as an investment asset and exclude the gain upon
sale. :

Business inputs

The bill allows deductions for business inputs, which are defined
as: (1) the actual amount paid for goods, services, and materials
whether or not sold during the taxable year; (2) the fair market
value of business inputs brought into the United States; and (3) the
actual cost, if reasonable, of travel and entertainment expenses for
business purposes. A definition of “services” is not provided. Thus,
it is unclear whether the cost of services includes amounts paid for
the use of tangible or intangible property, such as rents or royal-
ties. Presumably, it does not include amounts paid for the use of
money {i.e., interest expense). This raises certain issues. First, it
would seem unfair that the cost of acquiring tangible property to
be used in a business activity would be deductible while the cost
of leasing identical property might not. Similarly, it would seem
unfair that the cost of acquiring intangible property to be used in
a business activity would not be deductible while the cost of licens-
ing identical property might be. Second, allowing deductions for the
cost of acquiring, but not renting, property not only would drive a
wedge between the decision to lease or buy, but also would invite
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taxpayers to disguise leases as installment sales. Conversely, if
lease payments are deductible, but interest expense is not, a tax-
payer using property would have an incentive to characterize the
transaction as a lease rather than an installment sale 46

Imported business inputs

It is unclear what the bill intends by allowing of a deduction for
“the fair market value of business inputs brought into the United
States.” The allowance of this deduction may be redundant, as it
would seem that if a taxpayer purchases goods or services from
abroad, the acquisition costs would be deductible under the general
rules allowing deductions for the purchases of tangible property
and other business inputs. However, because the bill allows deduc-
tions for inputs “brought” into the United States, a “purchase” of
imports from another person may not be necessary to secure a de-
duction, Thus, to take an extreme case, the mere transportation of
inputs from outside the United States into the United States would
literally generate a deduction equal to the fair market value of the
property. However, without further clarification, it is unclear how
to interpret this provision of the bill. In addition, as drafted, this
deduction also raises valuation concerns.

Financial institutions

As indicated above, the treatment of financial institutions (e.g.,
depository institutions such as banks and savings and loans and in-
surance companies) is unclear under the proposed flat tax. It would
appear that depository institutions would include in gross receipts
interest income received from borrowers since such income likely
could not be classified as excludible investment income. However,
the bill does not appear to allow a deduction for interest paid to
depositors, or for bad debts. Similarly, insurance companies would
be required to include in gross receipts premiums received from
policy holders but would not be allowed deductions for claims paid
or additions to reserves. Thus, based on a literal reading, the bill
seemingly would create a gross receipts tax for financial institu-
tions and, given the relatively small profit margin under which
some of these institutions operate, may create an effective tax rate
in excess of 100 percent. Similar issues arise with respect to other
institutions such as regulated investment companies (RICs), real
estate investment trusts (REITs), and other investment vehicles.

Presumably, a gross receipts tax on financial institutions is unin-
tended. However, what is intended is unclear. Options include: (1)
excluding financial institutions from the tax or (2) providing a spe-
cial regime for the taxation of such institutions (e.g., by allowing
deductions for interest for financial institutions). However, provid-
ing special rules for financial institutions requires a definition of
such taxpayers. For example. is a department store that issues its
own credit card a financial institution?

45 Suppilers of property would have opposite incentives. For instance, assuming interest in-
come ts excludible, and rental tncome 1s includible in income, supplying taxpayers would have
an incenuve to charactenze transacuions as installment sales (wit.g 8 gispmportionate amount
of the proceeds from installment sales characterized as interest) rather than as a lease of prop-
erty.
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Accounting methods :

The present-law Federal income tax allows, requires, or denies
the use of a number of different accounting methods, including the
cash receipts and disbursements method, accrual methods, the in-
stallment method, long-term contract methods, mark-to-market
methods, original issue discount accruals, and hybrid methods. Al-
lowable methods for tax accounting often conform to methods that
the taxpayer may use for nontax purposes (e.g., for purposes of fi-
nancial statement reporting or for regulatory purposes). It is un-
clear to what extent the bill requires taxpayers to use explicit ac-
counting methods. In some instances, the bill seems to require the
use of the cash receipts and disbursements method in certain in-
stances by allowing deductions for “the amount paid” for business
inputs and the “actual cost of travel and entertainment.” In other
instances, the bill is silent as to permissible accounting methods.
To the extent a taxpayer is required to use an explicit accounting
method under the new tax system, consideration should be given
to the recordkeeing burdens that the use of the method would en-
tail. For example, it may be inappropriate to require a taxpayer to
use the cash receipts and disbursements method for tax purposes
if it uses an accrual method for financial accounting purposes.

In addition, if the intent of the bill is to exclude interest from
gross income and deny the deduction for interest expense, special
accounting rules may be required to reflect accurately the time
value elements of prepayments and deferred payments.

D. Transition Issues

The bill applies to taxable years beginning after December 31,
1995, and does not provide any transition from the present-law in-
come tax to the new tax. Because the bill does not provide for a
coordination or a transition between the present-law income tax
and the new tax, items of income, deduction or loss may be in-.
cluded or excluded under both taxes. For example, the bill provides
for expensing of capital items (e.g., land, buildings, and machinery
and equipment) acquired after the effective date, but does not allow
for the recovery of the costs of items placed in service before the
effective date. Thus, a calendar-year corporation that acquires a
building on December 31, 1995, would not be allowed to recover the
cost of the building at any time of the under the new tax, while
a calendar-year corporation that acquires a building on January I,
1996, would be allowed to deduct 100 percent of the cost of the
building in 1996. Similarly, taxpayers that borrowed money antici-
pating interest deductions under the present-law income tax would
be denied such deductions under the new tax. Other taxpayers
{e.g., lenders) may experience a windfall with respect to pre-effec-
tive date investments, the returns on which are no longer subject
to tax.
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Table A-1.—-Tax Returns That Claim the Standard Deduction and Tax Returns That Itemize (1995 -
Projections)

Standard deductions

Itemized deductions

Income category ! Number of tax Dollars Number of tax Dollars
returns (thou- claimed (mil- returns (thou- claimed (mil-
sands) lions) sands) lions)

$O-B10,000 ..o, 10,879 $55,716 165 $2,131
$10,000-$20,000 .......oooiiriieeeeeeeo 16,315 78,628 898 9,739
$20,000-$30,000 ........ovovvimrerereeeee e 15,5685 79,235 2,071 20,677
$30,000-340,000 ......cooovimiiieroee e 12,120 67,205 3,543 38,173
$40,000-8$50,000 ..o 7,899 47,326 4212 47,458
$50,000-$75,000 ........cccooveeereverrrannnn 7.827 49,724 9,797 128,410
$75,000-$100,000 ....... 1,775 11,887 6,312 101,851
$100,000-$200,000 .. 691 4,735 5,239 123,262
$200,000 and over ....... trrreeeeeaerriraen e aer e e e e e saaers 113 743 1,520 107,676

Total ......cocvierreire e see et st e 73,204 395,201 33,157 579,276

!The income concept used to place tax returns into income categories is adjusted gross income (AGI) plus: employer contributions for

health plans; employer contributions for the purchase of life insurance; e
interest; excluded income of U.S. citizens living abroad; nontaxable social

native minimum tax preference items.
Source: Joint Committee on Taxation.

-

mployer share of payroll taxes; workers compensation; tax exempt -
security benefits; insurance value of Medicare benefits; and alter-

ge
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Table A-2—Tax Returns Claiming An Itemized Deduction
For A Charitable Contribution (1995 Projections)

Numbers of tax re- Dollars claimed

Income category* turns (thousands) ({millions)
$0-$10,000 .ooevereeeeereennnn, 100 $53
$10,000-$20,000 ................. 603 523
$20,000-$30,000 ............... 1,655 1,841
$30,000—-$40,000 ................. 3,027 3,848
$40,000-%50,000 ................. 3,686 5,043
$50,000-$75,000 ................. 8,981 13,862
$75,000-$100,000 ............... 6,000 11,440
$100,000-$200,000 ............. 5,031 14,127
$200,000 and over ............... 1,466 17,630

Total coeeeeeeeerennn, 30,550 68,367

!The income concept used to place tax returns into income categories is ad-
justed gross income (XGI) plus: employer contributions for health plans; employer
contributions for the purchase of life insurance; employer share of payroll taxes;
workers compensation; tax exempt interest; excluded income of U.S. citizens living
abroad; nontaxable social security benefits; insurance value of Medicare benefits;
and alternative minimum tax preference items,

Source: Joint Committee on Taxation. -

Table A-3.—Tax Returns Claiming An Itemized Deduction
For Mortgage Interest Paid (1995 Projections)

Income category! Number of tax re- Dollars claimed

turns (thousands) (millions)

$0-$10,000 ..o, 118 $1,129
$10,000-$20,000 .......o......... 603 4,152
$20,000-$30,000 ..oovonvennen.... 1,478 8,755
$30,000-$40,000 ....ooveno.... 2,711 17,492
$40,000-$50,000 ..o..oovn....... 3,446 22,988
$50,000-8$75,000 ..occoonnnenn.. 8,495 64,772
$75,000-3100,000 ............... 5,567 49,417
$100,000-$200,000 ............ 4,477 56,579
$200,000 and over ............... 1,216 29,131

Total woeoeeeeeeveerrienn, 28,110 254,415

!The income concept used to place tax returns into income categories is adjusted
gross income (AGID) plus: employer contributiens for health plans; employer con-
tributions for the purchase of life insurance; employer share of payroll taxes;
workers compensation: tax exempt interest; excluded income of U.S. citizens living
abroad; nontaxable social security benefits; insurance value of Medicare benefits;
and alternative minimum tax preference items.

Source: Joint Committee on Taxation.
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Table A~4.—Tax Returns Claiming An Itemized Deduction

For Investment Interest Paid (1995 Projections)

Number of tax re- Dollars claimed

Income eategory* turns (thousands) . (millions)
$0-$10,000 .......cooovreenn. 2 $8
$10,000-$20,000 ................ : 17 39
$20,0007$30,000 ................. 51 149
$30,000-$40,000 ................. 72 177
$40,000-%50,000 ................. .. .88 217
$50,000-$75,000 ................. 257 531
$75,000-$100,000 . 245 609
$100,000-$200,000 ............. 505 2,118
$200,000 and over .............. 478 _ 9,110

Total .................. eeeens 1,715 12,959

1The income concext used place tax returns into income categories is ad-
justed gross income (AGI) plus: employer contributions for health plans; employer
contributions for the purchase of life insurance; employer share of payroll taxes;
workers compensation; tax exempt interest; excluded income of U.S. citizens living
abroad; nontaxable sociai security benefits; insurance value of Medicare benefits;
and alternative minimum tax preference items.

Source: Joint Committee on Taxation,

Table A-5.—Tax Returns Claiming an Itemized Deduction
For State and Local Income Taxes Paid (1995 Projections)_

Income category! Number of tax re- Dollars claimed

turns (thousand_s) ) (millions)_

$0-$10,000 .......ocoovrvernn .75 $49
$10,000—-$20,000 ................. . 491 290
$20,000—$30,000 ................. 1,446 1,271
$30,000—$40,000 ................. 2,788 .. 3,424
$40,000—$50,000 ................. 3,417 5,894
$50,000-875.000 ................. 8,309 - 19,822
$75,000-$100.000 .............. 5,424 19,139
$100,000-—$200,000 ............. 4,544 26,802
$200,000 and over ............... 1,327 37,495

Total e 27,819 _ 114,186

'The income concept used to place tax returns into income categories is ad-
justed gross income (AGD) plus: employer contributiens for health plans; employer
contributions for the purchase of life insurance; employer share of payroll taxes
workers' compensation; tax exempt interest; excluded income of .S citizens liv-
ing abroad; nontaxable social security benefits; insurance value of Medicare bene-
fits; and alternative minimum tax preference items.

Source: Jeint Comsmuttee on Taxation,
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Table A-6.—Tax Returns Claiming an Itemized Deduction
For Real Property Taxes Paid (1995 Projections)

Number of tax re- Dollars claimed

Income cafegory ! turns (thousands) millions
$0-3810,000 ..o, 120 $245
$10,000-320,000 ................. 678 1,202
$20,000-$30,000 ................. 1,662 2,809
$30,000~$40,000 ................. 2,892 4,588
$40,000-$50,000 .....o........... 3,615 _ 5,741
$40,000-$75,000 ......ceenn...e. 8,722 15,521
$75,000-$100,000 ............... 5,810 12,356
$100,000-$200,000 ............. 4,918 14 639
$200,000 and over ............... 1,440 8,377

Total .covveeeveeereiereeeenaes 29,858 65,479

1The income concept used to place tax returns into income categories is ad-
justed gross income (KGD plus: employer contributions for health plans; employer
contributions for the purchase of life insurance; employer share of payroll taxes,
workers’ compensation; tax exempt interest; excluded income of U.S. citizens liv-
ing abroad; nontaxable social security benefits; insurance value of Medicare bene-
fits; and alternative minimum tax preference items.

Source: Joint Committee on Taxation.

Table A-7.—Tax Returns Claiming an Itemized Deduction
For Other State and Local Taxes Paid (1995 Projections)

Nu r of tax ollars claimed

Income category tur,:sb?thousnndr:; D (millfons)
BO-310,000 e 58 $27
$10,000-$20,000 ................. 328 135
$20,000-$30,000 ................. 841 317
$30,000-840,000 ...c.o........... 1,668 646
$40,000-350,000 ..o 2,059 673
$50,000-$75,000 ................. 4,985 1,787
$75,000-$100,000 ............... 3,429 1,506
$100,000-$200,000 ............. 2,901 1,563
$200,000 and over ............... 823 1,001

Total ..o 17,094 7,656

!The income concept used to place tax returns into income categories is ad-
Jjusted gross income (AGI) plus: employer contributions for health plans; employer
contributions for the purchase of life insurance; employer share of payroll taxes;
workers' compensation; tax exempt interest; excluded income of U.S. citizens liv-
ing abroad. nontaxable social security benefits; insurance value of Medicare bene-
fits; and alternative minimum tax preference items.

Source: Joint Committee on Taxation.
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_ Table A-8.—Tax Returns Claiming an Itemized Deduction
For Medical Expenses Incurred in Excess of 7.5 Percent of
Adjusted Gross Income (1995 Projections)

Number of tax re- Dollars claimed

Income category! turns (thousands) (millions)
$0-$10,000 .......cccernnen. 78 $568
$10,000-$20,000 395 2,843
$20,000--$30,000 810 4,245
$30,000-$40,000 1,058 5,407
$40,000-$50,000 872 . 4,257
$50,000-875,000 1,212 5,185
$75,000-$100,000 ............... 414 2,602
$100,000-$200,000 ............. 201 1,818
$200,000 and over ............... 26 712

Total ...... reereeeeneetrans 5,087 27,636

! The income concept used to place tax returns into income categories is ad-
justed gross income (AGI) plus: employer contributions for health plans; employer
contributions for the purchase of life insurance; employer share of Spayrol} taxes;
workers’ compensation; tax exempt interest; excluded income of U.S. citizens liv-
ing abroad; nontaxable social security benefits: insurance value of Medicare bene-
fits; and alternative minimum tax preference items, -

Source: Joint Cominittee on Taxation.

Table A-9.—Tax Returns Claiming an Itemized Deduction
for Miscellaneous Expenses in Excess of 2 Percent of Ad-
Justed Gross Income (1995 Projections)

Number of tax re- Dol claimed .
Income category ! turns (thousands) (::l;?lionsl)n
$0-$10,000 ......covevenieeneen. 42 $51
$10,000-%20,000 ................. 241 530
$20,000-%$30,000 ................. _ 518 1,244
$30,000-%840,000 ......ccuvveen.. 980 2,581
$40,000-$50,000 ..o, 1,057 _ 2,651
$50,000-$75,000 ..... 2,457 6,883
$75,000-$100,000 ............... _ 1,500 4,894
$100,000-$200.000 ............. 1,166 5,973
$200,000 and over ............... 283 4,516
Total ...oovviiiiecveeeann. 8,245 29,287

'The income concept used to piace tax returns inte income categories is ad-
Justed gross income (AGD plus: employer contributions for health plans: employer
contributions for the purchase of life insurance; employer share of payroll taxes;
workers’ compensation: tax exempt interest; excluded income of U.S. citizens liv.
ing abroad: nontaxable social security benefits; insurance value of Medicare bene-
fits; and alternative minimum tax preference items.

Source: Joint Committee on Taxation.
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Table A-10.—~Tax Returns Claiming an “Above the Line”
Deduction for Moving Expenses (1995 Projections)

Income category? Number of tax re-  Dollars claimed

turns (thousands) (millions)

$0~-$10,000 ..ovoeeeeeereeeann : * $15
$10,000-$20,000 ................. : 77 91
$20,000-830,000 ................. 237 . 249
$30,000-$40,000 ................. , 285 363
$40,000-$50,000 .....e.......... 241 325
$50,000-$75,000 ................. 455 689
$75,000-$100,000 ............... . 234 548
$100,000-$200,000 ............. 256 - 864
$200,000 and over ............... 55 280

Total ...cooneen... eeeeerens 1,850 3,425

!'The income concext ased to place tax returns into income categories is ad-
justed gross income (AGID) plus: employer contributions for health plans; employer
contributions for the purchase of life Insurance; employer share of payroll taxes;
workers' compensation; tax exempt interest; excluded income of U.S. citizens liv-
ing abroad; nontaxable social security benefits; insurance value of Medicare bene-
fits; and alternative minimum tax preference items.

Source: Joint Committee on Taxation.
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